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Foreword 


Over 40 years ago, when I was a 29-year-old stock broker for a major New York 
Stock Exchange member firm, I got my start by being 100% out of the stock mar- 
ket by April 1, 1962 and then selling short. By the end of 1962, I showed a net 
profit when almost everyone around me was down substantially in one of the worst 
stock market breaks of the 1950s and 60s. It was a year later that I bought a seat 
on the New York Stock Exchange and started my own firm, William O'Neil + Co., 
Inc., and two decades later when I founded Investors Business Daily. Throughout all 
of this, doing well at times, making my share of mistakes, working with individual 
investors, hiring portfolio managers, and observing hundreds of professional port- 
folio managers working for other institutional clients, | have concluded that there 
is a material lack of knowledge and some very human, but very major psychologi- 
cal blocks when it comes time to sell stocks, much less to sell stocks short. 

After the 1973-74 bear market, we conducted a study for one institutional 
investment client that showed institutional research firms were heavily biased 
toward buy and hold advice. During that difficult and drawn-out bear market, we 
found that buy and hold recommendations outnumbered sell recommendations 
four to one. During the recent 2000-2002 bear market, the worst since 1929, 
investors found that Wall Street analysts had fifty different ways to say “buy” while 
they remained mute with respect to sell recommendations. Long after the great bull 
market of the 1990s had topped in March of 2000, most Wall Street analysts con- 
tinued to recommend purchase of former high-flying leaders all the way down. 
This occurred even as these former leaders came down as much as 90% or more off 
of their bull market highs, or, in some cases, were in the process of going bankrupt. 
The evidence strongly suggests that there are few investors, even professionals, who 
know how to sell and will actually take decisive action to sell when they should. 
This implies that, for most investors, selling short is even more difficult. 

It takes real knowledge and market know-how as well as lots of courage to sell, 
and particularly to sell short, because you will make many mistakes. However, 1 
don't see how anyone can really do well in the market and protect assets if they dont 
learn how, when, and why stocks should be sold. If an investor doesnt know how 
to recognize when a stock has topped and should be sold, how can she be sure that 
the very stocks she is buying arent actually giving off indications that they should 


be sold? Buying without the ability to sell is like a football team that is all offense 
with no defense. To win, you must understand and execute both. 

I have never subscribed to market letters and never made any money listening 
to analysts or economists. You can learn more about the market by reading a cou- 
ple of good books like Gerald Гоеђ Battle for Investment Survival or Edwin Le 
Fevres Reminiscences of a Stock Operator (or even my own best-seller, How to Make 
Money in Stocks), studying the few successful investors or groups you know in the 
market, and plotting and analyzing on charts all of your own past decisions. 


Good luck. 


William J. O'Neil 
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f you are like most investors, everyone is always telling you about good stocks to 
buy, and most of your investment study and research time is spent looking for 
that one big, winning, buy idea. That fine if the overall market is consistently pos- 
itive and strong. But the market has had periods where it has spent as much time 
in a bear market as in a bull market. There are two sides to everything—except the 
stock market! In the stock market there is only one side, and it isnt the bull side 
OR the bear side, but the RIGHT side. 
Few investors really understand how to buy stocks successfully. Even fewer 
investors understand when to sell stocks. Virtually no one, including most profes- 
sionals, knows how to sell short correctly. 


Selling Short 


A short sale is one in which you sell shares of a company’s stock that you don't own. 
You "borrow" the stock certificates through your stockbroker in order to make 
delivery to the buyer of the shares you sold short. It is simply the opposite of buy- 
ing first and selling later. You sell first and buy back later, hopefully at a lower price, 
in which case you will have made a profit, less commissions. Of course, if you are 
wrong, you will have to buy those shares back at a higher price and take a loss. 

Before you sell short, have your broker check to be certain that he or she will 
be able to borrow the stock you are selling short. Since you are selling a stock you 
dont own, your broker will have to borrow the stock to deliver to the person that 
buys the stock from you when you sell it short. You will also have to pay to the pur- 
chaser of the stock you short any dividend that is declared while you are short the 
stock. Your broker will handle this for you. It isnt a major risk since the stock nor- 
mally drops in price by the amount of the dividend when the stock goes ex- 
dividend. In addition, since you are required to use a margin account to sell short, 
you dont pay interest on the amount of borrowed margin money. This is due to 
the fact that the broker doesnt have to loan you money because he obtains the pro- 
ceeds from the stock you sell. 

The mechanics of short selling are relatively simple. If you believe the price of 
ABC Company's common stock is headed lower, all you do is give your stockbro- 
ker an order to sell short 100 shares of ABC. Because short sales can only be exe- 
cuted on a price increase, your order will be executed on the first plus-tick or zero- 
plus-tick that occurs in the price of the stock. A plus-tick is a trade that occurs at a 
higher price from the immediate, prior шаде'. А zero-plus-tick is a trade that occurs 
at the same price as the previous trade when the previous trade itself was a plus-tick 
(price increase) from the prior trade. The Time & Sales Table 1.1 for a hypotheti- 
cal stock illustrates both of these concepts. 
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' At the time of this writing, the SEC was considering whether to eliminate the “uptick” rule for some stocks considered 
highly liquid, large-capitalization issues that are not easily subject to price manipulation by short sellers. 
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Table 1.1. Determining the "Tick" for a Stock 


« MINUS-TICK 
« PLUS- TICK 
« ZERO-PLUS-TICK 
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In the above example for a hypothetical stock, we can see the time and sales report 
for trades that occurred around 12:19 P.M. on the New York Stock Exchange on 
that particular day. The first column shows the exact time the trade was made in 
hours, minutes and seconds. The second column shows the size of the trades in 
terms of number of shares, and the last column shows the actual price at which each 
trade took place. We can see that at 12:18:53 2,000 shares traded at $54.45, fol- 
lowed by a 1500-share trade twelve seconds later at $54.44. Since this price, 
$54.44, is lower than the prior trade at $54.45, this is a “down-tick” and therefore 
a short sale could not be made on this trade. However, the very next trade of 400 
shares is made at a price of $54.46, which is two cents higher than the prior trade 
and therefore constitutes an “up-tick” or “plus-tick” on which a short sale may be 
made. The next trade of 700 shares at the same price of $54.46 constitutes a “zero- 
plus-tick” since the stock, after trading up on the previous trade, trades at the same 
price as the prior “plus-tick.” A short sale could also have been made on this “zero- 
plus-tick” trade. The next trade is then made at $54.40, lower than the prior trade 
at $54.46 and therefore a “minus-tick” at which NO short sales may be made. The 
next three trades, however, are all plus-ticks or zero-plus-ticks and all constitute 
trades at which a short sale could have been made. 


Sell Short in the Correct Market Environment 


The tricky part is determining the right time to sell short. Cardinal Rule #1 is to 
sell short only during what you believe is a developing bear market, not a bull 
market. The reason is quite simple. In a bull market, most stocks go up. In a bear 
market, almost everything will go down, sooner or later. The key is to learn to 
recognize the type of market you are in, according to the trend and condition of 
the general market averages (Dow Jones Industrial, S&P 500, NASDAQ 
Composite, etc.). If you spot a bear market developing, selling short can be a 
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»rofitable endeavor. However, selling short during a bull market is swimming 
igainst the tide, which is rarely profitable. 

Bear markets occur about once every three years, and, when they do, the 
lecline occurs at a much faster pace than the previous rise. More profit potential 
zan be had іп a three-month period, if your timing is correct, than may have 
occurred in the prior year of an up market. In my view, there are only two things 
zou can do in a bear market: either sell most or all of your stocks and get out, keep- 
ng your money in cash or cash equivalents like U.S. Treasury Bills or money mar- 
cet funds, or sell stocks short. 

When you liquidate your stocks after riding them up in a bull market, they 
vill probably be 10 to 15 percent off their peak values before you recognize the 
leteriorating general market and onset of a developing bear market. Short selling 
:ould gain back some of this amount and even some additional profits. The result 
of both moves in a bear market, if done correctly, should be that your portfolio is 
n a less damaged position, armed with cash, uncluttered with former disastrous 
nistakes, and ready to capitalize on the next bull market and its fresh crop of 
xciting new leaders. 


Nhat Goes Up Must Come Down 


stocks that hold up in price and seem to defy a bear market will sooner or later 
»reak down. In a major bear market, they virtually all come down; therefore, it is 
ı fallacy to try to shift your portfolio and buy higher quality blue chips or seem- 
ngly defensive issues because they are resisting the downtrend. These stocks are 
ust postponing the inevitable and will normally break in price later. With this 
itrategy you may end up losing less than the market averages, but you still end up 
osing money. 

Once caught in a bear market, many investors, both individual and institution- 
il alike, employ the face-saving crutch that they are actually long-term investors and 
ћегегоге correct in their judgement because they are still getting dividends on their 
itock holdings. This is not only naive, but also foolish and risky, since the money 
'eceived in dividends can be wiped out in one day's correction. The person who sells 
1othing at all when a bear market begins will find the pressure building steadily as 
ће months of decline continue. It is just this person who may be finally overcome 
әу fear and panic, only to sell out at the bottom with tremendous losses. 


How to Use the General Market Averages 
The General Market Averages (Dow Jones Industrial, S&P 500, NASDAQ 


Composite, etc.) are important because they represent for the most part some of 
he largest and most well-established companies іп the American economy. 
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Watching several major indexes at the same time is important because not only wi 
it help you recognize important market tops, but it will also enable you to spot 
divergence where one index will noticeably lag another or fail to confirm new high 
shown in the other index. 

It is best to time your short selling with the action and movement of the gen 
eral market averages. After they show definite signs of weakness, only then does i 
become a question of the selection and timing of the individual stocks to sell shor 
There are several charts of the daily market averages in /nvestors Business Daily ever 
day. Four charts are shown each day, and these are: rotated among the followin 
major market indexes: Dow Jones Industrial, S&P 500, S&P 600, NASDAC 
Composite and IBD New America Index. These charts are stacked one on top ¢ 
the other on one page, making it easy to spot divergences between various marke 
indexes and indicators. 

Top formations in the general market indexes will occur in one of two ways. Th 
first way is for the market averages to move up and make a short-term, new high 1 
price on mediocre or low volume. This tells you that demand for stocks is poor 2 
that point and that the rally will soon be overcome by selling. The second way als 
involves topping while the averages are still in an up trend. What happens is the 
there will suddenly be one, two or three days where the daily volume on the Ney 
York Stock Exchange or NASDAQ increases from the prior day, but the marke 
averages actually make very little to no price progress (this is known as “churning” 
or even close down in price versus the prior day's close. We call these "distributio 
days," and when three, four or five of these begin to show up in a two- to four-wee 
period, its time to start raising cash and re-evaluating your current stock holdings 

The 1984 Market Top was a double-top type of formation that was actuall 
under distribution while it continued moving higher. Studying Chart 1.1 closel 
reveals that numerous distribution days, with the Dow down for the day o 
increased volume from the prior day, were occurring as the market was movin 
higher, leading up to Point A on the chart. At Point A the market traded increase 
heavy volume for two days but failed to make significant upside progress, indicat 
ing that the market was churning at that point. Four days later at Point B, the Dos 
index moved into new high ground intraday, only to close lower оп extremel 
heavy volume—a major distribution day. The market then began to roll over, log 
ging five more distribution days before it found its footing and began to rally bac 
to the highs at Point C, where the market again traded heavy volume but wa 
unable to make upside progress. Another day of churning action occurred at Poin 
D, after which the market began to sell off again, logging five more distributio 
days that took the index down through its 200-day moving average. This marke 
the start of the 1984 bear market. 
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Chart 1.1. Dow Jones 1984 Top Daily Chart 
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Chart 1.2. Dow Jones 1990 Top Daily Chart 
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The Dow's top іп 1990 was similar to 1984. Distribution showed up while the 
market continued to move into new high ground. Point A on Chart 1.2 identifies 
one day where the market traded very heavy volume as it attempted to move high- 
er, but rolled over and closed lower for the day, marking a day of distribution. From 
that point the market then stabilized and again moved into new high ground. At 
Point B the market traded increased heavy volume but closed in the lower part of 
its range for that day to end up making very little upside progress for the day—a 
day of churning action. At Points C and D volume picked up sharply as the index 
began to roll over. The market held up for another-week and a half, logging two 
more distribution days at the points marked E, but giving alert investors time to 
bail out of their long positions, after which volume again picked up in earnest at 
Points F, G, and H as the market broke wide open. 


Chart 1.3. NASDAQ Composite Index 2000 Top Daily Chart 
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The market top in 2000, as shown in the NASDAQ index chart above, was anoth- 
er classic double-top type of formation that looked very powerful as it was rallying 
into new high ground. By the time it reached its ultimate top, the NASDAQ had 
doubled from its October 1998 bottom, breaking through the 5,000 level and elic- 
iting wild fanfare and predictions of higher levels for the NASDAQ. The Internet 
stocks were all ripping to the upside, rising 10, 20, or even 40 points in a single day 
during what turned out to be final, climactic, topping moves. Notice that as the 
market was advancing up to Point A on the chart, volume was picking up. Volume 


May 
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increased for several days right around Point A, but the index faltered as it hit the 
5,000 level for the first time with volume picking up as the index reversed and 
closed lower for the day. The next three days saw the NASDAQ climb into new 
high ground, trading above-average volume for three days, but stalling on the third 
day at Point B. At Point C volume again picked up as the index sold off and logged 
a third day of distribution. The NASDAQ then found its feet again at around the 
4,500 level, whereupon it again rallied above the 5,000 level, but not as high as the 
levels reached two weeks earlier. However, notice that at this juncture, labeled Point 
D on the chart, the index thrust itself above the 5,000 level, but volume remained 
relatively light in comparison to its first move above 5,000 around Point A—a sub- 
tle clue that demand was waning at this level. The first down day after Point D 
occurred on light volume, but for the next three days, Points E, F & G on the chart, 
volume picked up as the index sold off sharply. At this point, the NASDAQ had 
logged seven distribution days right around the top. Investors got a one-day 
reprieve as the NASDAQ temporarily halted its slide at the 50-day moving average, 
only to roll over the next day on lighter volume. At Point H the NASDAQ traded 
tremendous volume and broke sharply but closed high in its daily range, causing 
many technical analysts to call a “capitulation bottom” for the NASDAQ. 
However, this day was in fact another distribution day as the “capitulation bottom” 
lasted all of three days before the index failed in its attempt to rally back above its 
50-day moving average. Notice that the three days on which the NASDAQ rallied 
after Point H occurred on successively light volume—a sign that demand was wan- 
ing as the index tried to recover. Beginning with the day labeled Point I, the NAS- 
DAQ then logged four straight days of distribution as it began to plummet on 
expanding volume. Thus began one of the most brutal bear markets in history. 

It is important to note that after the market averages have topped, you do not 
have to see a large increase in volume as the market starts to move to the downside 
for the first few days. This is important to recognize since most technicians are 
trapped into thinking that a correction is normal when there is initially no real 
pick-up in downside volume. For more examples of market tops, see my book, How 


to Make Money in Stocks. 


What to Do with a Rally 


Following one or sometimes two or three volume distribution days at the top, the 
general market will frequently sell off for four or more consecutive days. Within a 
few days, a rally will be attempted. This is your next opportunity to evaluate the 
condition and strength of the market averages at a new, lower level. You should 
watch to see if the market can rally on higher volume. The first three days of any 
rally off a short-term bottom in the daily market averages should be disregarded 
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unless all three days make tremendous price progress on heavy volume. Genuine 
upturns in the market averages will, in 85% of the cases, have a strong price and 
volume “follow-through” day. This usually occurs anytime from the fourth to the 
tenth day of the attempted rally when at least one of the major indexes is up 1.7% 
or more on increasing volume from the prior day. In a few instances, you may have 
a strong follow-through day and the market will still fail. When this occurs, it usu- 
ally happens rather fast and can be figured out in a few days. The key reason for 
you to wait and watch for a follow-through before turning bullish is to avoid being 
fooled by the one- and two-day rallies that never follow through. If the market is 
making very little price progress on decreased volume, or if it abruptly begins to fail 
badly after a sharp, one-day rally, you are probably at another short selling point, 
as far as the general market averages are concerned. Chart 1.3 offers a good exam- 
ple of why the first three days of a rally attempt can be misleading. Note that after 
Point H in that example, the market rallied off its lows for three days but was 
unable to put in a follow-through day and soon failed. 


Chart 2.1. NASDAQ Failed Follow-Through in 2002 Daily Chart 
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Once the market puts in a follow-through to the upside, it is important to moni- 
tor the indexes to see if the follow-through fails. Failed follow-through attempts 
generally offer secondary shorting opportunities. In Chart 2.1 above, the NAS- 
DAQ signals a turn to the upside with a follow-through on the seventh day of the 
rally attempt at Point A. It is likely that this rally attempt with the index popping 
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some 12% off its low would force you to cover your short positions as your stop- 
loss points are hit. However, the rally begins to wane at Point B as volume declines 
and the market cannot make further upside progress. Distribution days begin to 
show up at the points labeled “C” as the index approaches and then breaches its 
near-term low. A few days later the market bottoms and puts in what appears to be 
a very strong follow-through day at Point D. However, the index begins to stall the 
very next day and then begins to roll over as volume increases at Point E. Over the 
next two weeks, four distribution days follow, and the NASDAQ plummets to new 
lows. It is important to note that you only need to see one or two distribution days 
soon after the follow-through day to know that the rally attempt has failed. 


Chart 2.2. S&P 500 Index Failed Follow-Through in 1982 Daily Chart 
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In the above example, Chart 2.2, the S&P 500 puts іп a very strong, fourth-day 
follow-through at Point A, but four days later volume picks up from the prior day 
and the index closes down, marking the first of four distribution days that occur 
over the next week and a half at Point B, stopping the attempted rally in its tracks. 
This example actually has a couple of failed follow-through days in it, and I will 
leave it to the reader to study this chart and identify them as a simple exercise. 
The point of understanding failed follow-through days is that they often coin- 
cide with laggard, shortable stocks rallying up into areas of overhead resistance 
which can offer optimal secondary shorting points. You should be alert to follow- 
through days that occur without fundamentally sound stocks staging fresh break- 
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outs from sound base formations. Often, a questionable follow-through can be 
identified by a dearth of such breakouts which results in a noticeable lack of new 
leadership. A sound follow-through day is generally accompanied by strong break- 
outs among a number of fundamentally sound stocks, so when this doesnt happen, 
be alert to the possibility that the follow-through may likely fail. 


How Cycles Occur 


Bear markets and panics are normally brought on by deteriorating basic conditions 
or unusual, specific events. The 1962 break in the market, for example, began after 
the SEC announced it was going to conduct a special study of the stock market. 
The economic and monetary statistics at that time were not negative, but many 
professional investors, uncertain about the outcome of the SEC investigations, 
withdrew from the market and sold stock. President Kennedy then made a strong 
move against the steel companies after the absolute top, which added more fuel to 
the fire that had been ignited. More recently, in 1998, the collapse of Long-Term 
Capital Management, a highly leveraged hedge fund managed by several Nobel 
Laureates, created fears of a market meltdown, which sent the market into a three- 
month tailspin. 

In normal market cycles, money becomes tight after the third or fourth increase 
in the Federal Reserve Board Discount Rate. Further expansion of business, partic- 
ularly in the housing sector, is choked off. 

Topping markets are also characterized by a number of stocks that will break 
out of chart base formations, only to fail a few weeks later. Most of these chart pat- 
terns, upon closer investigation, are actually faulty, improper formations. However, 
few investors, professionals included, are able to distinguish between proper and 
improper base formations. Most of these faulty formations fall within one of the 
following types: 1) third or fourth "late-stage" bases—the third or fourth time a 
major price base is formed during an overall up trend, which makes the base obvi- 
ous to everyone; 2) cup-type formations that form a narrow "V" in the bottom of 
the cup where the stock breaks straight down and then rallies straight back up with- 
out rounding out and putting in time in the bottom of the formation; 3) wide and 
loose price formations with wide weekly price spreads, particularly when compared 
to the prior two or three bases in the same stock; 4) upward wedging handles that 
do not drift down but instead “wedge” slightly upward with each successive week- 
ly low closing slightly higher than the preceding week; and 5) handles within cup 
with handle patterns that form in the lower half of the overall cup base structure. 
Examples of failure-prone chart patterns are explored on the following pages. 
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Examples of Failure-Prone Bases 


Calpine’s chart (Chart 3.1) in June of 2001 offers a classic example of an obvious, 
late-stage base failure. Calpine’s big move from $2.60 to nearly $60 a share 
occurred with several, well-formed bases from which the stock continued to break 
out during its upward trek. Notice how the first five bases that the stock formed on 
the way up were relatively well-contained, and the fifth base was a reasonably well- 
formed cup with handle with a rounded bottom and handle that drifted down- 
ward. The sixth turned out to be a late-stage base that took on a notable change in 
character in that it was wider and looser than any of the previous bases formed by 
the stock on the way up. Rather than rounding out a nice cup-like bottom, the 
stock jerks back and forth along the bottom of the cup, moves up, and then 
attempts to break out again, only to fail. This type of base is fairly obvious to most 
investors at this point, and as we know, what is obvious to all in the market is rarely 
what it appears to be. It is interesting to note that very near to Calpine’s ultimate 
top, the infamous California Energy Crisis of 2001 which resulted in “rolling black- 
outs” was in full swing and getting widespread publicity, fueling bullish sentiment 
for energy stocks like Calpine. But all of this, combined with a faulty, late-stage 
base made Calpine all too obvious. As we have already seen, what is obvious in the 
market rarely works. 

Numerical Technologies (Chart 3.2) is a good example of a wide, loose, faulty 
base structure. Notice how the stock forms several V-shaped cup formations with 
improper handles, finally failing after a breakout attempt from the last V-shaped 
cup with handle at Point A. 

Applied Micro Circuits (Chart 3.3) trended higher in a well-contained 
uptrend channel throughout its big move іп the 1998-1999 bull market. Once it 
reached the price area denoted by Point A, the stock began to give signals of poten- 
tial trouble by swinging widely back and forth and then attempting to break out 
straight up from the bottom of the base formation. Note the wide weekly price 
ranges in comparison to the relatively tight weekly ranges the stock exhibited dur- 
ing its uptrend. Ultimately the stock’s breakout attempt from this formation failed 
and the stock formed a second base. This base was also improper, with the stock 
forming a cup with handle formation that was over 50% deep and which had a 
handle that formed in the lower half of the pattern. The stock then attempted to 
break out from this improper base and failed for good, plummeting over 85% over 
the next eleven weeks. 

After putting in a climax top at Point A, Charles Schwab (Chart 3.4) then 
formed two bases as it tried to stabilize and reset. However, both of these bases were 
faulty. The first, big cup with handle, forms its handle in the lower half of the chart 


pattern at Point B. The stock then breaks out and moves higher for four weeks 
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Chart 3.1. Calpine Corp. 2001 Weekly Chart 
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Chart 3.3. Applied Micro Circuits Corp. 2001 Weekly Chart 
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before failing and forming another cup with handle with the handle again forming 
in the lower half of the cup pattern at Point C. The stock breaks out from this for- 
mation, but there is little upside volume in the pattern as the stock comes up the 
right side of the cup, indicating a lack of real power and demand for the stock at 
this point. A few weeks later, the stock fails and begins a downtrend that took it all 
the way back to its October 1998 breakout point. 


Watch the Stocks as Well as the Market 


Bull markets don’t top out in just one week or one month. A top is a process that 
requires months to complete. You can easily be premature in short selling. If so, you 
will be forced to cover and cut your losses. But dont give up or lose your nerve 
because the market could develop severe weakness within two or three months and 
you should once again move to establish short positions. As with anything else, suc- 
cessful short selling requires discipline and persistence. 

Sometimes companies will increase their dividend, report good news, declare a 
stock split, or show good earnings during a bear market environment. Dont be 
misled by seemingly positive news. Intelligent professionals will probably use the 
positive news as an opportunity to sell more stock. Corporations frequently 
increase dividends in a weak market, feeling that this will help their stock's price 
performance. Normally, it is exactly the wrong thing to do, as professionals will use 
this as an opportunity to sell stocks. The key is to follow the stock’s price and vol- 
ume action. Frequently, a rally in a stock that is caused by positive news or 
announcements will take the stock right back into a proper shorting position, 
enabling you to use this "news rally" to your advantage! 


What to Sell Short 


The stocks you select to sell short should primarily be the big leaders from the 
immediately preceding bull market. That is, stocks that have had very large per- 
centage increases. They should have acquired a large, increased number of institu- 
tional sponsors like mutual funds, banks, and pension funds. Our studies have 
shown that more institutions own more shares of former leaders as much as one to 
two years AFTER they top than they do during the stocks big run and period of 
outstanding price performance. This creates huge amounts of potential selling sup- 
ply as these stocks continue to move lower—everybody owns them, and all that is 
left are potential sellers who are loaded up with stock. 

It is also helpful if a stock has recently split, and the larger the split, the better. 
It is even better if it is the stock's second split during the last couple of years. The 
second time a stock splits is usually at a much later stage in the stock's overall move. 
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This is normally too obvious to the crowd to be a rewarding situation. The reason 
stock splits are helpful to the short seller is that if an institution owns 500,000 
shares and the stock then splits 3 for 1, now this institution owns 1,500,000 shares, 
creating more supply should it decide to sell. This effect is multiplied when large 
numbers of institutions own the stock. Like everything else in the stock market, it 
is a simple issue of supply and demand with a large potential supply of stock that 
could be offered for sale in the marketplace. Oftentimes a stock will top in price 
after the second or third stock split in a year. 

Huge institutional sponsorship of a stock can also be a liability for a stock once 
a bear market sets in. Normally you would want to see strong institutional spon- 
sorship in a stock during a bull market. However, in a bear market, stocks that are 
heavily owned, and in some cases “over owned,” by institutions can suffer if these 
sources of potential supply decide to unload their positions. This over-ownership 
usually occurs in leaders that have long since topped. For example, AOL-Time 
Warner (AOL) at its absolute top in December 1999 had 815 mutual funds own- 
ing approximately 362 million shares. Over two years later, after the stock had 
plummeted from over $90 to under $10, over 1,000 mutual funds reported own- 
ership of a total of 886 million shares! This proves that most mutual fund managers 
are late to the party, and foolishly buy hundreds of thousands of shares of a former 
leader well after it has topped, creating excessive over-ownership of the stock as it 
is going down. This late, after-the-fact buying of a former leader creates an excess 
of supply that will eventually lead to a situation where the stock under-performs for 
many years or even completely collapses. 

One technique to help in the selection and timing of specific stocks to sell short 
is to look at stocks within the context of belonging to various industry groups. Even 
if the general market has topped, all groups do not top at the same time. Therefore, 
for one group it might be proper, timing wise, to sell short, while another group 
might be premature by two or three months. Be patient. This groups time will 
come and the market will give you the clue when it is time for you to act. If one or 
two stocks that have institutional sponsorship break badly and do not rally, or show 
highly abnormal weakness, then you should look at the other leaders in the same 
group, since they may likely follow suit. Investors Business Daily provides a table (see 
Table 2.1) that breaks the market into 197 industry groups and tracks their per- 
formance on a daily basis, enabling you to identify groups that might contain short 
selling candidates. For added perspective, IBD also shows industry group rankings 
from the prior week and six months, helping to identify groups that are strength- 
ening or weakening in group rank. 
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Table 2.1. Sample Industry Group Rankings 
IBD's 197 Industry Group Rankings 


Industry Groups are ranked | through 197 on price performance of all stocks in the industry in the latest 6 months (1 «best performance). Тор 10 industries in performance yesterday an 
boldfaced. Worst 10 are underlined. Studies show most top-performing stocks are found in the top quartile of groups and that group action determines at least half of a stock's performance 


Common Sense Should Prevail 


Common sense and business understanding may help you in selecting certain typ 
of companies that could be ideal short sales during a developing bear market. The 
include stocks in notoriously cyclical industries such as railroads, hotels, capit 
equipment, basic materials, etc., if they have had major price increases during tl 
last one or two years. The stock of a now defunct retail company named Certaii 
Teed proved to be an excellent short sale in the 1962 market break, and MGIC ar 
Kaufman & Broad (now known as KB Home), both housing-related stocks, prove 
likewise in the brutal bear market of 1973-1974. 

Common sense also implies that the stocks with the best downside potential a 
the very ones that have been big leaders in the prior bull market. Things can g 
carried away and overdone in the stock market just as they do in other phases ‹ 
life. In the bear market that developed after the market top in 2000, many tec 
stocks, which had insanely huge moves that ended in textbook “climax” top 
offered some highly profitable short selling opportunities as many of these stocl 
plummeted 90% or more off their bull market peaks. 
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Examples of Climax Tops 
In Charts 4.1—4.6, three big leaders of the 1998-2000 bull market, HGSI, ОСОМ, 


and AOL, are shown. Each of these stocks ended their huge runs in classic “climax” 
tops. Sometimes a stock's advance gets so active that it has a rapid price run-up for 
two or three weeks on a weekly chart (eight to ten days on a daily chart). Often times 
this final run-up is accompanied by several upside “gaps” in the daily chart. The 
price spread from the stock's low to high for the week will be greater than in any 
prior week since the beginning of the original move many months earlier. In a few 
cases, near the top of a climax run a stock may retrace the prior week's large price 
spread from the prior week's low to its high point and close the week up a little, with 
volume remaining very high. І call this “railroad tracks” because оп a weekly chart 
you will see two parallel vertical lines. Chart 4.1 shows this concept at the very peak 
of Human Genome’s move. This is a sign of continued heavy volume distribution 
without material upside price progress for the week. 

Often, a climax top in a leading stock will be accompanied by some major, pos- 
itive news announcement, or a plethora of Wall Street analysts raising their price 
targets on the stock. In March 1999, when Charles Schwab & Company finally 
topped out in a classic climax run just above the $160 price area, one major bro- 
kerage firms analyst raised his price target оп the stock to $200. Once again, ап 
analysts opinion was utterly irrelevant to what was really happening in the stock— 
it was topping, never to see the $160 price level again, much less $200! 

Careful study of these examples should help you identify climax tops when they 
occur in leading stocks. Understanding when a big leader has topped is the first step 
in identifying a potential short selling opportunity. Once a big leader has topped, 
you should monitor its price and volume action over the next several months for a 
proper shorting point. 


What Not to Sell Short 


It is extremely dangerous to sell short companies with very thin capitalizations (e.g., 
a small number of shares outstanding and a small floating supply of shares in the 
market), or with small trading volume. When the market suddenly turns up, thin 
stocks tend to advance rapidly on only a little buying and create quick, large losses. 
Pinpointing the turn is also difficult since these stocks trade less frequently. It is bet- 
ter to short stocks with a larger number of shares outstanding that trade, for exam- 
ple, one to ten million shares a day or more, and that have institutional ownership. 

A stock should never be sold short just because its price or price/earnings ratio 
seems "too high." It is better to develop a system and set of rules to guide your stock 
market operations, and to stick to this system rather than to work from personal 
opinions or feelings. Likewise, it can be suicidal to sell a stock short when its price 
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Chart 4.1. Human Genome Sciences, Inc. 2000 Weekly Chart 
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Chart 4.2. Human Genome Sciences, Inc. 2000 Daily Chart 
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Chart 4.3. Qualcomm, Inc. 2000 Weekly Chart 
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Chart 4.4. Qualcomm, Inc. 2000 Daily Chart 
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Chart 4.5. AOL Time Warner, Inc. 1999 Weekly Chart 
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Chart 4.6. AOL Time Warner, Inc. 1999 Daily Chart 
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goes into new high ground. In May of 2003, one money manager I know made ап 
appearance on a major financial news station where he triumphantly announced 
that he was shorting Jet Blue Airways Corp. in the mid-$30 price range because the 
stock was “really worth” some price “in the low 20s.” Seventeen weeks later the 
stock was trading at over $70 a share! This offers a vivid example of how these sit- 
uations have an uncanny knack of going higher! Your job is not to argue with the 
market, but to study it, recognize when it is weakening, and go along with it. 
Additionally, dont sell short because you've heard a rumor about some “bad news" 
on a particular company that may be announced. Chances are the stock may actu- 
ally rally when and if the “bad news” is made public. 

Also, do not sell a stock short on the basis that an overbought-oversold indicator 
on the stock says that it is “overbought.” Using a single indicator like this to deter- 
mine a short selling point is very dangerous. Often, a stock that is “overbought” stays 
“overbought” for several days or weeks as it races higher, which, if you are short the 
stock, can cause you to get squeezed and take a severe loss. In March of 2003, sever- 
al of our institutional clients were using a newly-contrived overbought/oversold indi- 
cator which was giving sell signals on several “overbought” stocks. One of these stocks 
was eBay, Inc., which, according to this indicator, was “overbought” in the $80 price 
range. A few weeks later the stock was trading over $110. 

Another common mistake is that after selling a stock they have owned outright, 
investors sometimes consider selling the same stock short. In general, this isnt a 
wise policy. The fact that a stock makes a good sale doesnt necessarily translate into 
making it a good short sale. Likewise, when you cover your short sale by buying it 
back, it is not necessarily a wise policy to reverse the position and go long the stock. 

Finally, selling short too many stocks too quickly is also not wise. It is better to 
take time and achieve one or two gains before attempting to short a number of stocks. 
Be patient. Let the market tell you if you are really on the right track. This caution 
also avoids taking huge losses on many positions if you happen to be premature, in 
terms of the direction of the general market, on your timing of short sales. 


Timing Your Short Sales 


Once you have determined that the general market is in a downtrend and have 
selected several individual candidates for selling short, you can then monitor the 
stocks to determine the proper time to begin selling short. 

To determine the exact timing of your short sale, you should analyze a good 
daily or weekly chart of the individual stock's price and volume movement during 
the last year. The point is not to sell short at the top, but at the right time. After 
the first abnormal or serious break in price, there will usually be two or three ral- 
lies in price. This is typically the best point to sell short and should coincide with 
your timing of the general market averages. 
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Oftentimes, a stock will, after topping, have a sharp break to the down: 
through its 50-day moving average. When this occurs, the stock will often аге: 
two to four rallies back through the 50-day moving average to the upside. It i 
this point that the stock should be monitored very closely for a sharp, high-volt 
break back down through the 50-day moving average. When this second bı 
occurs, confirming the downtrend that was set in motion by the first break off 
top, you should begin initiating your short position as close to the break thro 
the 50-day moving average as possible. 

A very important and key concept in successfully timing short sales is that 
optimal shorting point will, in the majority of cases, present itself five to se 
months or more after the absolute peak in the stock. In the same way that 
never buy a stock off of its absolute bottom, preferring instead to allow for a p 
up trend and proper base to form before determining a proper buy point, we 
not try and short a stock right off of its absolute peak. 

The primary reason this needs to occur is that bullish sentiment will rem 
in a former big leader for a period of time after the absolute peak. Investors, b 
individual and professional alike, who watched the stock rocket higher but n 
got on board now see the lower price of the stock as a “bargain.” This sort of “l 
gain hunting" can induce several waves of buying which create a series of ral 
normally back above a key moving average, usually the 50-day moving aver. 
These rallies run in premature short sellers and bring in the last, late barg 
hunting buyers. 

It is not until all of these premature short sellers and late-comers to the st 
are worn down and worn out that the stock finally will begin to break signific: 
ly. A useful way to determine when this has finally occurred is to watch the 50- 
moving average. When this moving average crosses the 200-day moving avei 
and moves below it, a sharp break will often occur within a week to two mon 
and it is this moving average "cross" that can help narrow the timing window f 
short sale. If you monitor a stock very closely after the 50-day moving avei 
crosses below the 200-day moving average, you should be able to react to the 
signs that the stock is now going to break sharply. 


Examples of 50-Day Moving Average Breaks 


The two examples shown here, Lucent Technologies and C-cor, Inc., illustrate 
day moving average breaks. These types of breaks can be identified on а dail: 
weekly chart, and the astute short seller should monitor both types of chart 
determine when a stock is finally going to break sharply to the downside. 


HOW AND WHEN TO SELL STOCKS SHORT | 25 | 


Chart 5.1. генін Technologies, Inc. 2000 мы б Chart 
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The daily chart of Lucent Technologies (Chart 5.1) shows a very clear short se 
ing point when the stock breaks both the 200-day and 50-day moving averages : 
a huge price break that occurs on significant downside volume. Note that d 
occurs after the fifth rally back above the 50-day moving average after the init 
high-volume price break off the top. This fifth rally lasts for four days, and t 
fourth day shows the highest volume of the four-day rally. Notice how this last d 
of the four-day rally looks impressive, but the stock actually shows signs of stallir 
closing in the middle of the daily range for that day. 

The chart of C-cor, Inc. (Chart 5.2) shows a big head & shoulders top, and t 
proper shorting point presents itself as the stock rolls over on the right-side shor 
der, breaking the 50-day moving averages as volume picks up sharply. Note cai 
fully that the stock makes one final rally above the 50-day moving average on t 
lowest weekly volume for the stock in over a year. This indicates that this final ra 
is occurring on declining demand for the stock and provides a clue that the sto 
is on its last gasp. 


Overhead Supply 


The price action shown in the following examples is often due to “overhead su 
ply.” The principle of overhead supply becomes very important when you are ar 
lyzing potential short sales. By studying the charts, you should be able to determi 
the approximate overhead price areas where owners of the stock will likely begin 
sell. Overhead supply is defined on a price chart as areas where the stock has tra 
ed for a period of time that are above where the stock is currently trading. As a sto 
rallies and moves up into these areas, investors who purchased the stock in the 
zones of overhead supply and then experienced the pain of watching it go down w 
be looking to sell in order to try and get out “even.” 


Examples of Overhead Supply 


AOL Time Warner's chart (Chart 6.1) shows that the stock had trouble веш 
through the tremendous overhead supply at Point A and ultimately ended | 
rolling over to new lows. 

Qlogic (Chart 6.2) attempted to rally after a bad break, but ran into a wall 
overhead supply at Point A, which sent the stock back to new lows. A second ra 
attempt meets a similar fate at Point B. 


Examples of Head & Shoulders Tops 


The classic short sale price structure on a chart is called a “head & shoulders гор 


Many investors have probably heard of a head & shoulders pattern, which гезе 
hias sha ла al a. “hand” бес ch. 441... ا 9-.14—- 1 € ا ے‎ С 
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Chart 6.1. AOL Time Warner, Inc. 2002 Weekly Chart 
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Chart 7.1. IDEC Pharmaceuticals, Inc. 2001 чалы Chart 
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А textbook head & shoulders pattern should have the right shoulder lower than 
the left shoulder, and the general volume pattern in the head & shoulders should 
show increasing volume as the pattern moves from left to right, but this is not 
absolutely necessary. Referring to the examples 7.1 and 7.2, we can see that a trend 
line drawn along the lows of the head & shoulders pattern yields a “neckline” on 
the right shoulder. Normally trying to short at the neckline is too obvious, which 
is why we use 50-day moving average breaks to determine proper short points. 

If you are a careful “tape watcher,” experience teaches you that there will be 
times, after an initial bad break in a stock, when tremendous volume will trade 
while the stock is advancing in price, creating an overwhelming impression of 
strength. This sometimes occurs on the right shoulder of a head & shoulders price 
formation, near the end of the second or third rally attempt. It serves the purpose 
of running in other short sellers who timed their short selling incorrectly. The buy- 
ing that occurs at these pullback points is what knowledgeable pros term “poor 
quality buying,” although they can be guilty of it as well. 

Study the charts of former leaders from the past that topped and then broke 
down severely. There are many parallel examples of stocks topping in past markets 
that you can use as current models. What happened in the past will happen again— 
stock markets have been around for hundreds of years. Correct timing is more 
important than any other factor in short selling, so put 80 percent of your effort 
into learning to start at the right time. 


How to Set a Price Limit 


When entering your short sale order in a weakening market, it may be best to place 
a price limit a half point or so below the last price for the stock. For example, if a 
stock last traded at $50, you might place a limit of $49.50. This type of limit order 
says that you are willing to sell short at any price down to $49.50, but no lower. 
This limit will prevent your order from being executed one or two points lower if 
the stock trades down substantially before an up-tick. But if the general market is 
rallying, it is normally better to place your short selling orders “at the market,” 
rather than placing price limits on your orders. The object is to get your position 
on the short side and not quibble for an extra 10 or 20 cents which almost always 
leads to your totally missing the market and not getting your short selling orders 
off at all. 

Learn by performing a post analysis of each trade. Take a red pen and plot on 
a set of individual stock charts exactly when and where you bought and sold each 
one of your stocks during the last two years. You will learn more about proper stock 
selection and timing from this objective analysis of your own decisions and mis- 
takes than from anything else you will ever do in the market. Get smart. Find out 
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what you are doing right and wrong—it is this type of post analysis that will make 
you a sharp buyer and seller, even short seller, of stocks. 


When to Buy Back and Cover Your Short Sale 


Before you sell any stock short, decide at the start the price at which you will buy 
back your position and cut your loss if the stock rallies against you. In many cases, 
the loss-cutting limit should be a little less than the normal eight percent loss limit 
used for long positions. This should force you to take greater care in initiating your 
short sale at exactly the right time. If you time the short sale wrongly, the stock may 
rally up 15 to 25 percent in price very rapidly, as professional buyers attempt to run 
in the shorts, even if the stock is ultimately going much lower. If the general mar- 
ket turns back to the upside with tremendous power and huge volume in several 
key institutional stocks, and if you have not made any real, profitable progress in 
your short position, you should, in most cases cover the positions quickly rather 
than waiting for it to reach your predetermined covering price. In particular, if you 
have been in a downtrend for some time, and the market signals a change in its 
trend by putting in an upside follow-through day, a lack of decisive action to cover 
short positions could cause severe losses. You must act quickly as an insurance pol- 
icy against the possibility that you are wrong on the direction of the general mar- 
ket, which could be undergoing a major turn once an upside follow-through 
occurs. In the stock market, there are the quick, and there are the dead. 

If the market has been steadily declining, then a day will come when either 
bad news hits the stock market or several stocks will experience delayed openings 
on the downside. A few stocks may gap down in price (e.g., open down sharply 
from the prior day’s close), or the market may be off substantially for the day. 
Often times a sharp down opening will also be accompanied by some high read- 
ings in some indicators like the Put/Call Ratio or the CBOE Volatility Index 
(VIX). Readings in the Put/Call Ratio over 1.0 often signal excessive fear in the 
market which is associated with short- and long-term bottoms, while a sharp spike 
in the VIX over 40 and as high as 60 to 70 is also associated with such market bot- 
toms. This is an excellent time to cover your short positions by buying your stocks 
back while there is a weak or panicking market. When you cover your short posi- 
tion, you should cover at the market. If you have a large position short, then it 
becomes even more crucial to buy back during market weakness because you have 
to cover when you have the opportunity, due to the size of your position. 

Some investors suggest that if you sell short, you should follow the axiom, “Cut 
your losses quickly and let your winners run.” However, when shorting, I have 
found it better to cut your losses even more quickly and take your profits when they 
have reached the specified percentage objective. The reason for this is that bear mar- 
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kets tend to break very fast and then stage short, sharp rallies which can run you in 
and cause any profits you have in a short position to evaporate. The percentage 
objective for covering your short and taking profits should be at least double the per- 
centage limitation you use for cutting and taking losses. This allows you to be wrong 
twice for each time you are right and still not get into financial trouble. 

Others also suggest that if a profit begins to build after selling a stock short, you 
should use stop-loss orders (orders entered with the specialists or market makers to 
automatically buy at the market if a certain price is reached) and progressively move 
the buy stop-loss order down along with the stock as it declines. This is what is 
known as a "trailing stop." I dont believe that this is the most intelligent approach 
because it frequently stops you out (buys back the stock you are short and covers 
your short position) during normal fluctuations and rallies with only smaller gains 
and losses. A better practice is to cut all of the losses short when you are wrong or 
have reached the maximum percentage loss that you set before taking your short 
position, and on the profit side cover and take your profits when the stock declines 
and hits your predetermined profit percentage objective. If you have a profit of 20 
to 30 percent in a particular short position, it is probably best to take the entire 
profit or at least a good portion of it, rather than run the risk of having to give back 
a worthwhile gain. 


Don't Run with the Crowd 


When it becomes obvious to sell short to everyone around you and they are all 
doing it, you should stop and cover your short positions because it is then too late 
and they will probably be wrong in their timing. You are better off to trade alone, 
trusting your own analysis and study of timing and selection of proper short sale 
price patterns. Following the crowd in the stock market rarely works. 


Puts and Calls 


If you believe a stock is going down in price and don’t want to sell common stock 
in the marketplace, or find it difficult to get stock short in the market, it is possi- 
ble to use put options to achieve the same purpose. Dont buy any put or call with- 
out at least studying the earnings and price-chart history of the underlying stock, 
just as you would with the stock itself. If put options are used, you should definitely 
limit the proportion of your overall investment account you will commit to option 
trading. A prudent investor or trader should never expose all or even the majority 
of his or her capital to options. 
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Short Interest Reporting 
Short interest in individual stocks on the NYSE and NASDAQ is reported onc 


month and published іп a number of publications, including /nvestors Busin 
Daily and Daily Graphs®. If the short interest in a stock is very large and has be 
increasing recently, then that stock may not be your best candidate for selling sho 
Some large traders watch short interest building up in stocks and may attempt 
run in the shorts by buying heavily the instant a general market turn to the upsi 
occurs. Short interest is usually reported as the “Number of Days Volume Short” 
a stock. For example, if the stock of ABC Company trades an average of 100,0! 
shares a day, and the current total number of ABC shares that are held short 
500,000, then it would, theoretically, take short sellers five days of average da 
volume to cover their short positions in ABC. Therefore, the short interest in АР 
Company in this example would be described as “5.0 days.” 

Short interest in stocks at the peak in 1929 and in early 2000 was extrem: 
small. Edward Meeker, the Economist for the New York Stock Exchange during t 
depression of the 1930s, studied short interest at the market peak in 1929 and fou 
that stocks with negligible short interest fell much harder during the Crash of 19 
than stocks that had a larger short interest. Large short interest does provide 501 
cushion during declines, although it doesnt necessarily prevent declines per se. 


Risk is Always Present 


Finally, always remember that all common stocks are speculative and involve su 
stantial risk. You must be willing to take many small losses in order to avoid the ri 
and possibility of substantially larger losses. Consider it as your fire insurance p: 
mium against catastrophic reverses. Bernard Baruch said, “If a speculator is corr 
half of the time, he is hitting a good average. Even being right three or four tin 
out of ten should yield a person a fortune if he has the sense to cut his losses quic 
ly on the ventures where he has been wrong." 


Short Selling Checklist 


Lets review our short selling principles as a checklist that the aspiring short sel 


should run through before making that first short sale: 


1. The general market should be in a bear trend, and preferably in a positi 
that is relatively early in the bear trend. Shorting stocks in a bull marl 
does not offer a high probability of success, and shorting stocks very late 
a bear period can be dangerous if the market suddenly turns to the upsi 
and begins a new bull phase. 
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2. Stocks that the would-be short seller has identified as candidates for short 
sales should be relatively liquid. They should have sufficient daily trading 
volume so as not to be subject to rapid upward price movement if the stock 
experiences a sudden rush of buyers that can result in a significant short 
squeeze. A general rule of one million shares or more traded per day on 
average is a reasonable liquidity requirement. 


3. Look to short former leaders from the prior bull cycle. Stocks that offer the 
best short sale opportunities in a bear market tend to be the very same 
stocks that led the prior bull phase and had huge price run-ups during the 
bull market. 


4. Watch for head & shoulders top formations and late-stage, wide, loose, 
improper bases that then fail. These are your optimal short sale chart pat- 
terns. 


5. Look to short former leaders five to seven months or more after the stock's 
absolute price peak. Often, the optimal shorting point will occur after the 
50-day moving average has crossed below the 200-day moving average, a 
so-called “black cross,” and this may take several months to develop. Once 
a former leading stock has topped, monitor it closely and be prepared to 
take action when it signals an optimal shorting point. 


6. Set 20-30% profit objectives, and take profits often! 


A LOUD WARNING TO THE WISE! 


If stocks have been in a bear market for one-and-a-half to two years or 
more, and many former leaders from the prior bull cycle have correct- 
ed 70-90% or more off their bull market peaks, you may be late to the 
party if you start trying to short the market at such a late stage. Selling 
stocks short in the late phases of a bear market can be dangerous, if not 


outright disastrous. Always exercise extreme caution whenever you 
decide to sell stocks short, particularly if you have been late in identify- 
ing the start of a new bear market and are merely following the crowd 
when it becomes obvious. In other words, if the stock market has been 
acting terribly and in a downtrend for some time, and you've just 
bought this book because you have decided you are now going to sell 
short and cash in on the action—watch out! 
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THE ANATOMY OF A SHORT SALE ЕС 


nr that we've covered the nuts and bolts of selling short, it's time to put it all 
together by analyzing real-world examples and developing a practical under- 
standing of exactly what to look for when deciding to sell stocks short. 

We can begin with Diagram 1, on page 39, which serves as a type of "template" 
for the head & shoulders short sale set-up. 

All good short ideas start out as outstanding buy ideas. To the extent that the 
stock market mirrors the U.S. economy, we can expect that the virtuous cycle of 
creation and destruction that is observed in the U.S. economy exists in the stock 
market as well. 

This is demonstrated by the fact that a very high percentage of stocks that were 
big winners in a particular bull cycle turn out to be the best short selling situations 
in the ensuing bear cycle. We can think of most big, winning stocks as having a “life 
cycle" which plays out during the course of, first, a bull cycle and, second, the bear 
cycle that follows. 

During the bull cycle, the winning stock is likely a new or existing company 
with new products, new management, or new industry conditions that begin to 
drive a new cycle of growth. Institutional investors such as mutual funds and pen- 
sions funds become aware of the company, and they begin to establish positions in 
its stock, driving it higher and higher in price as they continue to buy the stock dur- 
ing its prime growth phase. During this phase, the stock will form several price con- 
solidations or bases on the way up, and each new breakout from each new base 
attracts the attention of more and more investors. 

Eventually, after the stock has formed three to four bases or more in its uptrend, 
it will begin to become obvious to everyone. At this late stage іп the stocks move, 
several Wall Street analysts are likely to be raising their price targets on the stock, or 
it may be featured several times in the broadcast and print media, or you may start 
to hear other people talking up the stock. Now that the stock is obvious to every- 
one, and everyone is running around talking about how wonderful it is, it tops. 

It should be noted that while an outright bear market offers the best opportu- 
nities to sell stocks short, occasionally one can make money selling stocks short dur- 
ing an intermediate correction. Most bull markets consist of one sharp, initial leg 
up, followed by an intermediate correction and then a second, less sharp, leg up to 
a final market top. Depending on the severity of the intermediate correction, some 
leaders in the first leg of a bull market can be short sale candidates during an inter- 
mediate correction. For example, the 1995-1997 bull markets first leg up in 1995 
to early 1996 was led, in part, by semiconductor stocks like C-Cube Microsystems, 
for example, which topped in late 1995 to early 1996 and in several instances 
offered excellent short sale opportunities. Likewise, the Chinese Internet and 
industrial stocks, U.S. educational stocks, and some technology stocks like 
Omnivision Technologies were excellent short sale opportunities in 2004. 
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Let's take a look at your basic short sale scenario. As Diagram 1 shows at Рс 
1, the initial top occurs as the stock is hammered on heavy volume from a poin 
or near its all-time highs. Major price breaks that occur on volume that is either 
highest or nearly highest in the stock's entire move are clues that a stock is un 
significant distribution. Generally this occurs as the stock breaks out of a fau 
late-stage base and fails, reversing back through its pivot point, or the stock : 
simply drop out of the bottom of a late-stage base it may still be in the proces: 
forming. Either way, the stock will come down fairly quickly on big volume o 
the course of one to five weeks or more, undercutting a prior basing or consoli 
tion area where it will draw in short sellers who see the stock breaking a major “s 
port” level at Point 2. However, what is obvious to most in the stock market 
dom works, and the stock abruptly turns to the upside and stages a sharp гг 
making a run at and usually clearing its 50-day moving average. 

At this point, you should place the stock on your watch list and begin mc 
toring the stock as a short sale candidate. After five to seven months or more fr 
the stock’s absolute price peak, and after the stock rallies two to four times b 
above its 50-day moving average, the proper time and price point to execute 
short sale will present itself at Point 3. After the first few rallies back above the 
day moving average, there will come one final rally, which usually occurs on ligt 
volume than the prior rallies, and the volume appears to diminish as the st 
moves higher. This can also be accompanied by stalling action. This is indicat 
that demand for the stock is finally waning, and the first high-volume turn to 
downside is your signal to sell short. If you are alert, and the market is moving 
the downside at the same time, possibly failing on a follow-through attempt, ox 
sionally you can sell short as the stock is rallying on light volume, just befor 
dives. This is tricky and a little riskier than waiting for the downside volume 
come in, but it can give you a slight head start. 

Some exceptions will occur, however, and in rare instances a stock will h 
only one rally back up over the 50-day moving average or it may have several 
lies that trade up to the 50-day moving average without actually getting above 
You may ask how you can tell which rally is the stock’s last rally, and the hor 
answer is that you never know for sure. The key point is that each rally back ab 
the 50-day should be analyzed within the context of the general market envir 
ment as well as the technical “quality” of the specific rally. For example, is the r 
showing severe stalling or is it “wedging” higher on lighter and lighter volume, : 
does this technical action distinguish it from the prior rallies back above the 
day? Has the market been rallying for the past few days into overhead resistance : 
is simultaneously rolling over as the stock's final rally gives way? These can be cl 
that a failed rally could be the correct time to short. 
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Diagram 1 


Anatomy of a Short Sale 
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Patterns with only one rally are much harder to decipher than those with three 
to four, and it is possible that you may be stopped out of premature short sales 
when you attempt to sell short on a stocks first breach of the 50-day moving aver- 
age following an initial rally back above the moving average. The odds of success 
increase with each successive rally back above the 50-day moving average, so natu- 
rally your odds are higher with stocks that have had three to four rallies or more 
above the 50-day moving average than those with only one or two. If you can afford 
to be very selective, then by all means do so and stick to those short sale candidates 
that have put in three to four rallies or more. 

This entire pattern traces out an А-В-С “head & shoulders top” with A and С 
indicating the left and right shoulders, respectively, and B, the head. In general, the 
right shoulder should form lower than the left shoulder, and several bouts of heavy 
downside volume should be evident in the right shoulder so that the overall pattern 
has increasing average volume as it forms from left to right. 

Head & shoulders top patterns can form over the course of five to seven 
months or more. The “size” or duration of the pattern is not as important as the 
price and volume action of the pattern itself. If a stock forms a head & shoulders 
top over the course of only three months and is giving all the technical signals that 
indicate it should be sold short, then the short sale should be made. 

It is not always necessary that a stock form an exact head & shoulders topping 
pattern in order to qualify as a short selling candidate. A slight variant to our short 
selling template in Diagram 1 is the following as shown in Diagram 2, the late-stage 
base failure short sale set-up. 

In this case, a left shoulder does not form, but the price and volume action 
from the peak price high onward, which normally forms the “head” in a head & 
shoulders top, is very similar to Diagram 1. 

In this type of set-up, the stock’s final top is marked by a late-stage base failure 
that is similar to the head & shoulders top in that it is a fast, furious, and deep sell- 
off that occurs in huge volume. After this sell-off, which usually undercuts a nar- 
row support area in the stock's prior uptrend, the stock will usually stage several ral- 
lies back up through the 50-day moving average. On occasion, you may see only 
one or two rallies to or above the 50-day moving average 

This type of pattern can offer the would-be short seller two potential, correct 
short points. The first occurs right as the stock is failing off of its peak, either expe- 
riencing a high-volume breakout failure that sends it back into its base, or simply 
falling through the lows of its late-stage, improper base on huge volume. The sec- 
ond can occur after several rallies form a right “shoulder” and the stock begins to 
roll over as volume begins to pick up. 
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Diagram 2 


Anatomy of a Short Sale 
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Be aware of subtle clues within a stock’s chart pattern that can be telling you 
the stock is about to roll over. To summarize, the types of technical action to watch 
for are: 


1. Stalling, or price action that occurs when a stock is rallying but closes below 
the mid-point of its weekly price range for one to three weeks on the way 
up, can be a clue that a rally is being met by systematic selling which will 
soon overcome the rally and send the stock downward again. In particular, 
stalling on a third or fourth rally above the 50-day moving average on the 
right shoulder of a head & shoulders top can be a strong sign that a down- 
side break is imminent. 


2. Wedging, or a rally that trades on successively lighter and lighter volume as 
the stock moves higher, is a sign that there is a lack of buying demand for 
the stock. Like stalling, wedging action that occurs on a third or fourth rally 
above the 50-day moving average on the right shoulder of a head & shoul- 
ders top formation can be a major clue that the stock is ready to break to 
the downside. 


3. "Railroad tracks” occur when a stock trades up sharply one week and then 
the next week completely retraces the price range of the previous up-week, 
closing near the peak for the week on high volume. This gives the appear- 
ance of two lines running parallel to each other like, of course, railroad 
tracks. Such a high-volume retracement can indicate that a stock is under 
distribution, even though the action seems to indicate that the stock was 
supported on heavy volume since it closes at or near the highs for both 
weeks. 


4. “Island” tops, which are characterized by a stock that has a final gap up after 
a rally of two to three weeks or more, and then trades in a tight range for 
the gap week. This has the appearance on a weekly chart of a little, square 
cross that is isolated and “floating” out all by itself, hence the term, “island 
top." It can indicate that a rally has exhausted itself as the gap runs into sell- 
ers so that the stock churns in a tight range despite closing up for the week. 


5. Watch for breakouts from late-stage bases that occur on low volume. If a 
stock, after a long price run, forms a wide, loose, and improper late-stage 
base, be alert for a low-volume breakout attempt from this base. A low- 
volume breakout attempt that reverses on sharply increasing volume can 
offer an early short sale point. Sometimes this type of low-volume breakout 
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from a late-stage, improper base occurs after a stock has had a climax top. 
Following a climax top, a stock may turn up and build a big, wide and loose 
base and attempt to break out again. If this breakout occurs on very little 
volume, it very likely will fail and signal that the stock has topped for good. 


Be alert to price areas that may represent prior support, as many chartists will short 
a stock once it breaks a support level, only to see the stock undercut the support 
level and then turn and rally sharply higher, running in the premature short sellers. 
Part of the reason this occurs is because technical analysis and the use of charts to 
interpret stock price action has such a wide following that many individuals act 
upon the same information at the same time. Since a breach of a support area is 
considered a bearish signal in the mainstream of technical analysis, everyone on the 
planet who is reading charts gets short, creating all at once a mass of short sellers at 
that point. Once they are all short, they effectively create a near-term floor for the 
stock in that they are now would-be buyers in the event they have to cover their 
short position. When everyone is leaning one way on a stock on the short side, they 
will invariably get run in. Often the best place to cover a short position is right as 
the stock is undercutting a prior low or area of support, because the stock will often 
turn and rally from that point, enabling you to wait and watch for another oppor- 
tunity to short the stock. 

It is important to understand that successful short selling requires relentless 
determination and persistence. There will be many times when you will be 
stopped out of your short position, and when you are you must cut your losses 
quickly and decisively. But, undaunted, you must continue to monitor those same 
stocks that you were stopped out of and which continue to fit our short selling 
templates, because eventually the proper short selling point will present itself, and 
you must be alert to catch it as it unfolds. This means you may get stopped out of 
a short sale several times on the same stock before you finally hit the “sweet spot” 
and catch a stock just before it cascades to the downside and gives you a quick 
20-30% profit. 
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Жы with our short selling templates, we сап now examine some of the great- 
est short selling opportunities in market history. In the first few examples we 
discuss some of the salient points and details of each short sale “model.” This 
should help the reader identify important characteristics and features of the remain- 
ing examples. By studying each of these examples carefully, the reader should be 
able to gain a strong sense of what constitutes a “model” short selling candidate and 
be able to apply such knowledge to real-time trading. 


Cisco Systems, Inc. 


Cisco Systems came public in 1990 and was a big market leader in all three bull 
cycles during the “go-go” decade of the 1990s. Cisco Systems defined the term 
“market leader” by achieving an astounding total gain of 75,000% from its initial 
pivot point in October 1990 to its ultimate top in March of 2000. At its top in 
March 2000, Cisco Systems was the darling of many institutional portfolios. 

But besides providing a shining historical model of a big, winning stock, Cisco, 
more importantly, also proves that there is a time to sell every stock, no matter how 
wonderful everyone thinks it is, and no matter how many Wall Street analysts think 
it is a “screaming Бау” on the way down. 

A basic leadership characteristic of Cisco during its entire run from 1991 to its 
top in 2000 was that it was always one of the last stocks to correct during a gener- 
al market correction. When it did finally begin to break down during such a cor- 
rection, this usually marked the end, or nearly the end, of the overall, general mar- 
ket correction. By closely studying the accompanying weekly CSCO chart, you can 
observe that this was true. Every time the market corrected, Cisco held up during 
the initial phases of the general market downturn (labeled A through D on the 
chart), and as the correction progressed and market psychology began to become 
more fearful, Cisco would inevitably begin a correction for a few days, bottom, and 
then turn to the upside and break out again, essentially leading the market back out 
of its correction and into a new bull phase. 

With this in mind, when the general market began to get into some of its most 
serious trouble in nearly a century and Cisco began to correct, something very 
interesting occurred. Cisco broke this pattern for the first time! When it began to 
correct it continued to come down, and did not produce its usual pattern of cor- 
recting and then quickly coming out of it to lead the market out of its correction 
and start another upside move. This was very significant, and a major clue that it 
was now time to sell, even sell short, Cisco Systems. 

Alert chart readers will notice that Cisco formed an easily recognizable head & 
shoulders top pattern right around its March 2000 peak. However, short sellers 
who tried to establish positions as the stock broke down through the neckline on 
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the right shoulder quickly discovered that their short sales were premature. S 
the breakdown through the neckline occurred only two and a half months after 
March peak, bullish psychology in the stock in the form of Cisco “bargain-hunt 
enabled it to rally sharply higher back above the 50-day moving average and 

resistance at the $70 price level. This served to run in the premature short sell 

As with most of the successful short selling examples we will look at, Cisco ! 
another four months to completely wring out the remaining bullish psychology 
in the stock and finally collapse. The principal we have discussed in prior chap 
whereby the optimal shorting point for a former leader occurs many months ; 
the ultimate top, is quite evident in this example. 

The accompanying CSCO daily chart shows in detail the four rally atten 
back above the 50-day moving average that are also shown on the weekly ct 
Normally, we will be alert to short selling signals in a stock after the third to fo: 
rally attempt. In Cisco’s case, the fourth failed rally attempt proved to be its d 
knell, and the short selling bell rang loud and clear when the stock cras 
through its 50-day and 200-day moving averages on heavy volume. Note that 
fourth rally attempt back above the 50-day moving average showed stalling ac 
as volume was picking up, a slight detail that distinguishes this final rally from 
three previous ones, and gives a very subtle clue that the stock was likely to 
very soon thereafter. 

If you missed the first short selling point, the stock provided one more op 
tunity just above the $50 price level when it briefly rallied above its 50-day n 
ing average for two days before crashing back down through the moving averag 
heavy volume. This was a clear secondary shorting point. Cisco eventually drop 
below $10 a share, leading to widespread shock among the stock's fans who 
couldnt believe that the "investment grade" darling of the '90s bull market had 
over 9096 of its value from its March 2000 peak! 
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Lucent Technologies, Inc. 


Lucent Technologies was another “investment grade” darling of late 19905 bull 
market, having been spun off from AT&T in April 1996. Lucent Technologies was 
engaged in the research and development of a number of cutting-edge telecommu- 
nications technologies at AT&T, and so was considered the "crown jewel" of 
AT&T'S portfolio of subsidiaries. After the spin-off, LU shares were distributed to 
holders of AT&T stock, representing a juicy bone thrown out to “Telephone’s” 
shareholders who could now realize the full value of Lucent's technology innova- 
tions in the shares of a separate company. And realize this value they did, as Lucent 
stock rocketed from $7 to just above $60 a share on a split-adjusted basis over the 
next 44 months. Lucent Technologies stock was at this point a favorite of many a 
Wall Street analyst, garnering “focus list” and “investment grade” buy recommen- 
dations from all of the major Wall Street brokerages. 

But the beginning of the end for Lucent commenced with a massive, one-week 
price break that occurred during the week of January 7, 2000, as shown in the 
accompanying LU weekly chart. This price break represented the right side of what 
would become the “head” of what at that time was still an unfolding head & shoul- 
ders topping pattern. 

However, short sellers trying to jump on this major downside price break were 
premature in trying to short Lucent only four weeks from its absolute price peak. 
Short sellers were immediately run in by the first of four rallies back over the 50- 
day moving average. Like Cisco in the previous example, Lucent finally failed after 
the fourth attempted rally above the 50-day failed, providing an optimal short 
point as the stock reversed back down through the 50-day on massive volume. In 
fact, close examination of the stock’s daily chart reveals that there were actually 
three shorting points as the stock failed. The first occurred as the stock moved 
above the 200-day moving average and then failed to the downside, the second 
occurred as the stock knifed through its 50-day moving average, and the third 
occurred as the stock broke through the “neckline” of the right shoulder making up 
the overall head & shoulders top pattern. 

From the absolute price peak, note that it took 33 weeks for Lucent to finally 
break loose to the downside, but when it began this major downside move the mul- 
tiple failures through the 200-day moving average, 50-day moving average, and the 
“neckline” of the head & shoulders on tremendous volume provided a very clear 
short selling signal. It is clear in this example that once Lucent put in its absolute 
top in late 1999, the would-be short seller had to be both alert and patient with 
respect to the proper timing of a Lucent short sale, as a premature short seller 
would have surely been “run in” and forced to cover. 
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Calpine Corp. 


Power generator Calpine Corp. is a good example of a late-stage cup with handle 
chart base that failed, setting up a strong short selling opportunity several months 
from its absolute price peak. It is interesting and relevant to note that as Calpine 
approached its ultimate top in March 2001, power generation and fears of an 
impending electric energy crisis were being highlighted in the news. Rolling black- 
outs in California had attracted the public’s attention and helped to create a crisis 
mentality at that time. Suddenly everyone knew that power generation was a "hot" 
sector, despite the fact that stocks like Calpine had been marching steadily higher 
over the past two-and-a-half years. Unfortunately, in the stock market, when every- 
body finally “knows” something, it’s all over. 

On its journey from an initial breakout at the $2.60 per share price level to over 
$58, Calpine formed six bases, the first five of which were all relatively well con- 
tained and proper. The sixth base showed the first signs of a change in Calpines 
character. This last, late-stage base had the appearance of a large, loose cup with 
handle base with three distinct bottoms. As the stock attempted to emerge from 
this base, the first two weeks showed hints of stalling action as volume picked up 
on the breakout. Eight weeks later, the breakout failed as the stock plummeted 
through its 50-day moving average. 

One typical phenomenon that occurs in stocks that are weakening and break- 
ing down can be observed on the accompanying daily chart. Note how the down- 
trend from the mid-$50 price area down to the $20 price level is characterized by 
small, short rallies that show declining volume as the stock moves up (wedging ral- 
lies) which are then followed by downside price breaks, which actually increase vol- 
ume as the stock moves lower. This sort of technical action is often seen in down 
trending situations, and often a stock that is acting this way can be shorted at 
points where such declining-volume, or wedging, rallies move into resistance at 
their 50-day or 200-day moving averages. 

Once the stock had broken down, the optimal short point occurred nearly eight 
months from the stock’s absolute price peak. A low-volume rally took the stock just 
above its 50-day moving average as the stock showed stalling action on the weekly 
chart. Volume then picked up as the stock broke through its 50-day moving aver- 
age and plummeted from $26 to down below $10 a share in three weeks. 
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Yahoo!, Inc. 


A big Internet winner in the 1998-1999 bull market, Yahoo! finally came apart in 
classic fashion. The final leg of the stock’s move featured a massive streak to new 
highs at the $250 price level. Notice, however, that the final two up-weeks in 
Yahoo!'s run occurred on some of the lightest weekly volume in the entire move. 
This was followed by a massive, high-volume reversal right off the peak at $150.06, 
followed by another high-volume down week. The stock then back-and-filled for 
the next three months on light volume before breaking down again, this time below 
the 200-day moving average. Seven weeks later, the 50-day moving average crossed 
below the 200-day moving average. From here the stock made four attempts on the 
weekly chart to rally back above the 50-day moving average. After the fourth 
attempt, the stock gapped down beneath the 50-day moving average with a signif- 
icant pick-up in volume. This was the optimal short sale point. 

Yahoo! stock eventually bottomed at $8.02 per share, an astounding 96.8% 
decline from its peak at $250.06! 


Broadcom Corp. 


High-speed, broadband communications were all the rage during the 1998-1999 
bull market, and Broadcom Corp. rode this wave to a 994% gain over 71 weeks 
from its initial pivot point in November 1998. 

Initially Broadcom began to show signs that something was not quite right as 
it rallied into the $253 price level in March of 2000. As the stock moved towards 
these new highs, two things happened that offered the first clues to Broadcom’s 
demise. First, as the stock rallied to new highs, upside volume was at an extreme 
low for two weeks at the top. Also, simultaneously, the stock began to form “rail- 
road tracks,” entirely retracing the prior week's move. 

The stock then broke badly, getting cut in half in a mere two weeks. This set 
up a rally and the formation of a very wide, loose cup with handle pattern from 
which it then attempted to break out. However, this base was extremely faulty, and 
the stock failed on three rally attempts to the $260 price area. After the third 
attempt failed, the stock broke on a massive increase in downside volume, finally 
bottoming in October 2002 at $9.52 per share. 


Certain-Teed Products Corp. 


Certain-Teed Products scored huge gains during the 1960-1961 bull market, 
soaring 400% from December 1961 to December 1962. In fact, Certain-Teed was 
one of my first mistakes on the buy side. I originally bought the stock in the low 
$20s as it was emerging from a high, tight flag pattern and sold it for a 2- or 3- 
point gain, only to watch the stock soar to $80 a share! It was from the study of 
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this mistake and others that I discovered many of the principals that later became 
the CAN SLIM system, as well the General Market System I use to determine the 
general direction of the market indices and which has saved my skin many times 
by getting me out of or short many a bear market. 

My discovery of the General Market System led me to recommend Certain- 
Teed and other big winners from that period like Korvette Corp. as short sales. 
Back then, as a young stockbroker with Hayden Stone, a firm that was very promi- 
nent in those days but today no longer exists, I got in trouble with the home office 
in New York. Hayden Stone’s analysts were recommending the stock as a buy at the 
same time I was going around telling my clients that the stock was a short. In fact, 
because at that time I was one of the biggest producers іп the firm, I was asked to 
speak on a firm broadcast to the other Hayden Stone firms in our region. On this 
branch broadcast І stated that I believed Certain-Teed was а sell, even though 
Hayden Stone analysts had just recommended the stock as a buy the day before. I 
could hear the gasp coming back over the phone from all the brokers at the other 
Hayden Stone branches who were listening to the broadcast! 

But market facts are market facts, and Certain-Teed was indeed a sell. I short- 
ed the stock in the $44—45 area and made a quick 25-30% gain as the stock plum- 
meted very sharply over the next five weeks. The chart of Certain-Teed shown here, 
which is from an old Model Book of Greatest Stock Market Winners that | marked up 
heavily, shows how I handled the stock during that period. It is simple to see on the 
chart that the stock formed a clear head & shoulders top, and collapsed on its sec- 
ond downside penetration through the neckline. Often, the first time a stock breaks 
its neckline on the right shoulder of a head & shoulders top formation, it will 
quickly rally back up through the neckline, running in short sellers who saw this 
obvious break the first time. The second break of the neckline was likely not as 
obvious, and short sellers who were licking their wounds from being run in on the 
first break of the neckline were probably not too eager to pounce on the stock the 
second time around, which did work. Again, what is obvious to many in the stock 
market seldom works. 


Loews Corp. 


In the 1960s, American consumers began to embrace the freedom that a new era 
of jet travel had ushered in, and consequently several airline stocks had big moves 
during this period. With consumers now able to reach far-flung regions of the 
country and the world in relatively short order, airline travel boomed. On the 
heels of this boom came the “follow-on” move in that group of stocks providing 
an essential component in the new era of travel: namely, hotel accommodations. 
Among several hotel stocks that had big moves in the 1960s, Loews Corp. was one 


of the big leaders. 


MODELS OF GREATEST SHORT SALES | 61 | 


— 
та 548 
= id 


car imine 
qeu e eL E 


pt 


82 
75 "T * J 17 


= 


ULL Т 
ТЇ т ШЕШЕП! 
BLEUS MESES 
BEL UU I IE 
ТЕТТЕ Пе Е 
У ПОПА TSU ИШИ 
SAU s E 
NIMIUM I 
MEN Nis ЕП 
ШШДЕ Е 

|| 
| 


| 4 b po, 4 
tri T Ó EEE 


є Б 
| 
d 

1 


-Hi di — d 
Im TTE ТҮПТҮҮ 11 


iat 1 1 Of 
SOUT CLT NU леђна ЕГ 
Жез К Г 


i ШІН 


E ШШ И 
чо a TTT ИН ER 


TU T АХ T Y 
, 


Annotated chart of Certain- Teed Products Corp. from 
the 1971 Model Book of Greatest Stock Market Winners. 
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The move in the hotel stocks provides an interesting lesson in the “follow-on” 
concept. Often, a big move in one group of stocks (in this case, the airlines) will 
lead to a follow-on move by a group of stocks in an industry that is related to and 
benefiting from the same business trends and developments that caused the move 
in the first group. In this case, an increase in air travel led to an increase in demand 
for hotel accommodations. The difference in this case was that the airline stocks 
had their move іп one bull cycle, the 1962-1965 bull market, and the hotel stocks 
in the ensuing 1966-1969 bull market. 

After the airline stocks had topped in late 1965 along with the rest of the mar- 
ket, they all came back down to earth, finally bottoming and attempting to rally 
with the market as it began the next bull move in 1966. Unfortunately, many of 
these airline stocks were over-owned by institutions and their rally off their lows 
eventually fizzled out. But the broader concept of increased travel by American 
consumers was sound, and alert investors would have noticed that the concept was, 
by 1967, being manifested in the hotel stocks. 

Loews Corp. had a tremendous move, rocketing over 1,230% in 24 months, 
finally topping in March of 1969 as it broke down from its peak for three weeks in 
a row with volume increasing sharply, forming the head of what was to become a 
head & shoulders top formation. The right shoulder consisted of two rallies back 
above the 50-day, and the correct short point occurred right after the second rally 
as the stock was rolling down and forming the right side of the right shoulder and 
breaking down through the 50-day moving average on increasing volume. 

The stock then broke and headed lower over the next eight weeks, finally bot- 
toming at a point that undercut the low point of a prior base formed in 
June-August 1968. This was a clear cover point, as the stock then turned and ral- 
lied from $25 a share to just over $40. This rally into the $40 area actually pro- 
duced three separate rallies back above the 200-day moving average, and after the 
third rally the stock logged two weeks that were up a tiny amount on very weak 
upside volume. The next week the stock broke down through both the 50-day and 
200-day moving averages, a secondary short sell point. The stock then plummeted 
into the ‘teens and the Loews Corporation went on to move away from their focus 
on the hotel business and diversify into a variety of operations, including interests 
in tobacco, insurance, and oil & gas production, among others. 


Redman Industries, Inc. & Skyline Corp. 


The mobile home today doesnt do much to get investors’ blood boiling with 
excitement. But in the 1960s the mobile home industry was booming, and mobile 
home manufacturers like Redman Industries and Skyline Corporation boomed 
right along with it. 
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Of the two stocks, Skyline Corp. was the first to emerge from its initial base 
and had the bigger move, logging a gain of 1,233% over 28 months, while 
Redman Industries broke out six months later to be up 837% in 17 months. Being 
the less powerful of the two, Redman Industries also topped five months before 
Skyline Corp. 

It is instructive to study the moves of Skyline Corp. and Redman Industries in 
the 1966-1968 bull market because it demonstrates how stocks move in groups. 
They break out within a few months of each other, and they top within a few 
months of each other. Once Redman Industries had topped in May of 1969, that 
was a clue to investors in Skyline Corp. that it might soon top as well. 

You can tell from the charts that both stocks had very well contained up trends 
as they moved higher, forming several tight, little bases on the way up. As the 
stocks neared their eventual tops, it becomes evident that the character of their 
chart price action began to change as well. After long runs, the stocks began to 
correct, with each forming what appear to be a pair of cup with handle bases near 
their ultimate peaks. 

In Redmans case, the failed breakout from the first wide, loose, late-stage cup 
with handle base marked its final top, while Skyline’s failed breakout from its sec- 
ond, late-stage cup with handle base was the beginning of the end for its upside run. 

Redmans final peak and price break off the top formed the right side of the 
head of what became a clear head & shoulders top formation. As the stock came 
down the right side of the head it undercut the low of the first late-stage cup with 
handle base and set off on a rally that carried it above the 50-day moving average. 
Remember, breaches of so-called *major support levels" such as that marked by 
the low of the first cup with handle base in Redmans chart often fool short sellers 
who see the break as a short selling point. But this is too obvious, and they are 
soon run in. 

Redman put in two more rallies above the 50-day moving average, making for 
a total of three rallies above the 50-day moving average and completing the right 
shoulder of its head & shoulders top formation. After the third rally, which showed 
two weeks of churning on lighter volume, trading volume picked up and the stock 
broke through its 50-day moving average for the last time, falling into the teens 
over the next several months. 

Skyline Corp., on the other hand, did not top until October 1969 when it 
failed after breaking out of what appears at first to be a late-stage cup with handle 
base but is actually a late-stage, improper double bottom with handle formation, 
and this is also true of the first cup with handle base. Closer study of these bases 
shows that each is actually an improper double bottom with handle formation. The 
reason this is so is that in the first pattern, the first three weeks down form the first 
bottom in the pattern, and in the second pattern, the first two weeks form the first 
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bottom in the pattern. Either case is incorrect, because in proper double bottoms 
the left side of the base leading to the first bottom in most cases should form over 
the course of four to six weeks, not two or three. The reason for this is that bases 
in general, and late-stage bases in particular, need more time as they are coming 
down on their left sides to clean out all the weak hands that are in the stock. A drop 
of only two or three weeks is not enough time to push out all the weak hands and 
leads to a faulty base structure that is prone to failure. 

After Skyline put in its final price high in October 1969, the stock broke badly 
over the next three months, finally mustering two rallies back above the 50-day 
moving average. The second rally consisted of three weeks trading below-average 
volume, and the first two weeks of the rally showed severe stalling action. Two 
weeks after the second rally, volume picked up and the stock crashed through its 
50-day moving average, breaking sharply lower over the next several weeks. 

If you compare the two stocks, take note that Skyline was actually the stronger 
of the two based on the fact that it was the first to break out when it began its 
upside price run, had the bigger percentage move by the time it finally topped, and 
topped later than Redman. This relative strength also shows up in their downside 
moves as well. From the correct short point on each chart, identified by the point 
on the right side of the right shoulder as each stock drops through its 50-day mov- 
ing average, Redman Industries was actually the better short sale play! 

The moral of the story is that when several stocks in the same leading group 
have big bull market runs, when they finally top you should pick on the weakest 
one as your primary short sale candidate. Generally, this will be the one that may 
have broken out later at the beginning of the move, or the one that topped first at 
the end—this can improve your odds of being successful in your short sales. 


C-Cube Microsystems, Inc. 


During the 1995-1997 bull market, the Internet was just beginning to take off, and 
one of several reasons for this was the ability to transmit and view video over the 
Internet via a new type of multimedia format known as MPEG, which stands for 
“Moving Picture Experts Group.” MPEG technology allowed for the compression 
of video and audio files so that they could easily be transmitted over the Internet. 
One of the big players in video compression was C-Cube Microsystems, a com- 
pany that produced the first single-chip MPEG decoder for consumer electronics 
and computer applications, the first single-chip decoder for communications appli- 
cations, and the first single-chip video encoder. The company’s ground-breaking 
technology enabled one to put a one-hour video program on a single CD-ROM 


disc. In its uncompressed form, such a video program would normally take up 100 
CD-ROM discs. 
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New products like these led to strong earnings growth that propelled C-Cube 
Microsystems 494% above its initial pivot point in May 1995 by the time it topped 
41 weeks later. Just before its final top, C-Cube formed a wide, loose, v-shaped cup 
with handle base from which it broke out and promptly failed. 

Following this failed breakout, the stock fell very sharply over the next five 
weeks, nearly getting cut in half. The fifth week down had the appearance of strong 
support as the stock undercut the low of the prior v-shaped cup with handle base 
and rallied to close very near to the peak of the weekly range on huge volume. In 
this particular case, C-Cube was a little different than some of our other examples 
in that the stock then logged three successive rallies, each lower than the prior, that 
traded above the 50-day moving average but failed to close above it on a weekly 
basis each time. The third rally above the 50-day moving average did not get up as 
far above the moving average as the prior two, providing a clue that these already 
weak rallies were losing whatever upside strength they had. Volume picked up very 
sharply as the third rally failed and reversed back down through the 50-day mov- 
ing average, plummeting into the low $20s over the next seven weeks. 

The main point to take away from this example is that rallies after the initial 
price break off the peak can take many forms, but the main idea is that you will see 
one, two, three, or more rallies that carry the stock up to or over the 50-day mov- 
ing average as the stock runs in premature short sellers and sucks in “bargain 
hunters” who see a once hot stock as being “cheap.” Once all the premature short 
sellers have been run in, and once all the bargain hunters have been sucked in, these 
rallies should normally show signs of weakening. These rallies can either close above 
the 50-day moving average, rally above but close below the 50-day on a weekly 
basis, or simply run into resistance right at the moving average. However these ral- 
lies take shape, the astute short seller must be able to assess which rally is the stock's 
last and be decisive enough to take action at the correct time as the stock fails and 
downside volume picks up sharply. 


Additional Models of Greatest Short Sales 


Selling stocks short is considerably more difficult than just buying stocks and 
requires a higher skill level that can only be attained through careful study and 
practice. The examples that follow should provide the reader with sufficient study 
material to reinforce and illustrate the short-selling concepts discussed in the main 
text of this book. By reviewing and studying the detailed characteristics of these 
real-world, short-selling examples from the past, the reader can develop a strong 
understanding of what constitutes an ideal short-selling candidate. 
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"WONDA 


The latest version of William O’Neil Direct Access (WONDA’) is a vastly 


improved, user-friendly software interface that enables immediate, 
comprehensive access to detailed and timely information about individual 
stocks, industry groups, and the broad market. Its intuitive format simplifies 
and speeds the process of monitoring, collecting, screening, sorting, scanning, 
charting, and graphing an ocean of market information, making it an essential 


tool in today’s rapidly changing markets. 


Designed by market professionals for market professionals, WONDA is the 
culmination of nearly 40 years of hands-on investment experience, and can be 
easily adapted to any investment style. WONDA is available electronically to 


the professional money management community. 


View O’Neil View up to Graph and Chart Graph Multiple 
Datagraphs Ten Years of Fundamental Stocks, Industry 


in Multiple Historical and Technical Groups, Indices, 
Timeframes Fundamental Data Items or Mutual Funds 
Data for Comparison 


800-216-6150 


Institutional inquiries only, please. 
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